I N THE UNI TED STATES BANKRUPTCY COURT
FOR THE SOUTHERN DI STRI CT OF | LLINO S

I N RE: )
) I n Proceedi ngs
GARY RAY KOCENEGSTEI N and ) Under Chapter 12
MYRNA KOENEGSTEI N, )
) No. BK 91-40350
Debt ors. )
OPI NI ON

At issueinthis case is whether the debtors can satisfy the 50
percent gross i ncone test for qualificationas famly farners under 8§
101(18) of the Bankruptcy Code. See 11 U.S.C. § 101(18)! The Court
nmust deci de whet her soci al security disability benefits received by the
debtors, which are excluded from gross incone for purposes of
determ ning the debtors' federal inconme tax liability, should
nevert hel ess be i ncl uded as a conponent of the debtors' incone in
determning qualificationfor relief under the fam |y farner provisions
of Chapter 12.

Debtors Gary and Myrna Koenegstein filed their Chapter 12
bankruptcy petition on March 13, 1991. The debtors di sclosed that in
tax year 1990 precedi ng their bankruptcy filing, they received farm
i ncome of $10, 200, oil royalties of $5,700, and social security
disability benefits of $20, 440.

Magna Bank of Centralia ("Bank") seeks di sm ssal of the debtors’
Chapter 12 petition, alleging that the debtors do not satisfy the

i ncome requirenents set forth in 8101(18) for

Former 8101(17) of the Code defining "famly farmer" wa S
redesi gnated by anmendnent effective Novenmber 29, 1990, as 8101(18).
See Pub. L. No. 101-647, 104 Stat. 4916 (1990). To avoid confusion,
all references to fornmer section 8101(17) will be to 8101(18).



determ ning who may be afam |y farnmer entitledtorelief under Chapter
12. Section 101(18) states that "fam |y farnmer” neans an i ndi vi dual or
i ndi vi dual and spouse engaged in a farm ng operation who

recei ve fromsuch farm ng operati on nore t han 50

percent of [their] gross incone for thetaxable

year precedi ng t he t axabl e year i n whi ch t he case

was filed . .o

11 U. S. C. 8101(18). The Bank contends that because nore t han hal f of
t he debtors' 1990 i nconme was derived fromsour ces ot her t han farm ng,

i.e., oil royalties and social security disability paynents, the

debtors do not qualify as famly farmers eligible for Chapter 12
relief.

I n response, the debtors have submtted a"pro form" tax return
for 19902 acconpani ed by an affidavit fromtheir tax preparer who
estimates that operating |l osses fromprior years will nore t han of f set
t he debtors' ordinary i ncone for 1990, whichw |l result inno portion
of the debtors' social security benefits for 1990 being includedinthe
debt ors' gross incone. The debtors contend that "gross i ncone" under
8§101(18) should be measured by the debtors' gross i ncone for tax
pur poses and assert that since their social security benefits are
excl uded fromt axabl e i ncome under the I nternal Revenue Code, these
benefits should not be considered in the 50 percent test of 8§101(18).

The proformatax return subnitted by t he debtors shows t hat t he
debt ors accunul at ed $72, 444 of net operating |l ossesinyears 1984 to

1989. 1n 1990, they had debts forgiveninthe anount of $30,513. The

°The debtors' tax return for 1990 has not yet been filed because
their tax preparer is awaiting further information concerning
operating losses incurred by the debtors in previous years.
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debtors' net operating|loss carryforward fromprior years was reduced
by t he ampbunt of t he debt forgiveness, yieldingaloss of $41, 931 for
1990. This | oss served to offset the debtors' income fromfarm ng
operations and oil royalties, andtheir tax return showed a negative
amount of $34,644 as the debtors' total income for 1990.
Pursuant to 886 of the I nternal Revenue Code, t he debtors' soci al
security disability paynents were not |isted as i ncone on t he debtors’
tax return. That section provides afornulafor determningthe extent
t o whi ch soci al security benefits nust beincludedinthetaxpayer's

gr oss i nconme and be subject totax.® Under 886, gross i ncone i ncl udes

3Section 86 provides in pertinent part:

(a) LIn Ceneral.

Gross incone for the taxable year of
any t axpayer descri bed i n subsection (b) includes
: . soci al security benefits in an anmount equal
to the | esser of --
(1) one-half of the social security
benefits received during the taxable year, or
(2) one half of the excess described in
subsection (b)(1).

(b) Taxpayers to whom subsection (a) applies.

(1) In general. A taxpayer is described in
this subsection if--

(A) the sum of --

(i) the nodified adjusted gross
incone of the taxpayer for the taxable year
pl us

(1i1) one-half of the social security
benefits received during the taxable year,
exceeds

(B) the base ampunt.

(2) Modified adjusted gross income. For
pur poses of this subsection, the term"nodified
adj usted gross incone"” neans adjusted gross
i ncome



soci al security benefits in an anount equal to thelesser of (1) one-
hal f of t he annual benefits received or (2) one-hal f of the excess t hat
remai ns after subtracting the appropri at e base anount fromt he sumof
t he taxpayer's nodified adj usted gross i nconme and one-hal f of his
benefits. 26 U S.C. 886(a), (b)(1). "Modified adjusted gross i ncone”
i s defined as adj usted gross i ncone determ ned wi t hout reduction for
speci fi ed excl usi ons and i ncreased by t ax exenpt i nterest recei ved by
t he taxpayer ( e.qg., municipal bondinterest). 26 U. S. C. 886(b)(2). The
"base amount” referenced in 886 ranges fromzero for certainmarried
i ndividuals filingsingly to $32,000 for individuals filingajoint
return. 26 U.S. C. 8§ 86(c). Under this fornula, the maxi rumanount of
benefits ataxpayer could be requiredtoinclude as taxable inconeis

one-hal f of the benefits received, while taxpayers who qualify for the

(A) determ ned wi thout regard to
this section and sections 135, 911, 931, and
933, and

(B) increased by the ampunt of
interest received or accrued by the taxpayer
during the taxable year which is exenpt from
t ax.

(c) Base ampunt. For purposes of this
section, the term "base anount"” neans--

(1) except as otherwi se provided in this
subsection, $25, 000,

(2) $32,000, in the case of a joint
return, and

(3) zero, in the case of a taxpayer
who- -

(A) is married at the close of the
taxable year . . . but does not file a joint
return for such year, and

(B) does not live apart fromhis
spouse at all tinmes during the taxable year.

26 U.S.C. § 86.



maxi mum base anount and have little or no nodified adj usted gross
i ncome woul d not be requiredtoinclude any portion of their benefits
in gross incone for tax purposes.

As indi cated, the debtors' incone for 1990 was of fset by their
substantial operatingloss carryforward fromprior years so that they
had a negati ve nodi fi ed adj usted gross i nconme. Since the sumof the
debt ors' nodifi ed adj ust ed gross i ncone and one-hal f of their benefits
di d not exceed t he debtors' applicabl e base anount of $32, 000, the
entire anmpbunt of the debtors’' social security benefits for 1990 was
excl uded from gross incone for tax purposes under §86.

If, as the debtors argue, the tax code definition of gross incone

must be used to determine their eligibility for Chapter 12 reli ef,
t heir social security benefits of $20, 440 woul d not be i ncluded in
cal cul ati ng the debtors' income for 1990, and their farmincome of
$10, 200 woul d constitute nore than half of their gross i ncome as
required for famly farners under §101(18).
Conversely, if the debtors' social security benefits are includedin
gross i ncone, the debtors' farminconme woul d constitute | ess than hal f
of their total i ncome, and t he debtors woul d not neet t he 50 percent
test of 8101(18) for qualificationas famly farners under Chapter 12.4

Inarguingthat their social security disability incone should be

excluded fromthe determ nation of gross incone for purposes of

“The debtors' pro forma tax return gives the actual figures for
gross farmincone as $10,464 and for oil royalties as $5,772. Using
these figures, the debtors' total gross incone would be $16, 236
wi t hout the social security benefits or $36,676 with the soci al
security benefits.



8§101(18), the debtors rely onthe Seventh Circuit's decisioninMtter
of Wagner, 808 F.2d 542 (7th Cir. 1986). |In Wagner, the court
consi der ed whet her i ncone whi ch t he debt or recei ved as a di stri bution
fromhi s individual retirement account ("I RA") shoul d be i ncl uded as
part of the debtor's gross i ncone in determ ni ng whet her t he debt or was
a"farmer" and t hus exenpt frominvol untary bankruptcy under 11 U. S. C
8303(a). TheWagner court, noting the "painful statutory evolution”
the definitionof "farnmer” had undergone prior to the 1978 Bankr uptcy
Code (id. at 544), found t hat Congress' substitution of the gross
income test in 8101(17) (now 11 U.S.C. 8101(20)) was an effort to
create a nmechani cal and easily applicable test for "farner” rather than
atest that would refl ect the econonmcrealities of farmng. [d. at
547. The court acknow edged t hat Congress may have used the term
"gross i nconme” not inatax sense but to nmake cl ear t hat t he bankruptcy
exenpti on coul d be used by farnmers whose net i ncone was | ow because of
heavy expenses. The Wagner court further noted the incongruity of an
i ndi vi dual whose i ncone consi sted nostly of muni ci pal bond i nterest,
whi ch i s not counted as gross i ncome for tax purposes, com ng w thin
the definitionof "farmer” entitledtothe 8303(a) exenption. |d. at
546-47. The court concl uded, however, that the virtues of certainty
and easy application overrode the difficulties inherent i nadopting an
income tax definition of gross income and held that, under such a
definition, the debtor's I RAwi thdrawal s constituted incone rather than
areturn of capital, renderingthe debtor ineligiblefor the farmer
exenption frominvoluntary bankruptcy.

Many courts, including this Court (see Inre Cox, 93 B.R 625
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(Bankr. S.D. Ill. 1988); Inre Bergmann, 78 B.R. 911 (Bankr. S.D.III.

1987)), have fol | owed Wagner inutilizingthetax code definition of
grossinconetodetermneeligibility asafam|ly farner under Chapter
12. \While some of these courts have espoused a rule of strict

adherence to tax return decl arations of incone (seelnrePratt, 78

B.R 277 (Bankr. D. Mnt. 1987); Inre Nelson, 73 B.R 363 (Bankr. D.

Kan. 1987)), other courts have cautioned that a strict tax code
appr oach shoul d be nodi fi ed or abandoned i n t hose cases i n whi ch a t ax
code sol ution woul d be "absurdly irreconcil able” with the Chapter 12

statutory provisions and | egi sl ative history. Matter of Faber, 78 B.R

934, 935 (Bankr. S.D. la. 1987); seelnre Way, 120 B. R 81 (Bankr.

S.D. Tex. 1990); In re Snider, 99 B.R 374 (Bankr. S.D. Ohio 1989).

I n a deci si on rendered shortly after WlAgner, the Seventh Circuit
itself adopted alessrigidpostureindetermningtherelatedissue of

what constitutes farmincone. Mtter of Arnstrong, 812 F. 2d 1024 (7th

Cr. 1987), invol vedincone derived fromthe sal e of farmnachi nery as
wel | as fromcash rental of the debtor's |land. The Arnstrong court
made no nention of the tax code t est of Wagner but i nst ead enpl oyed a
ri sk- based anal ysis that | ooked to the rel ati onshi p bet ween t he source
of the debtor's inconme and his farm ng operation. Whi | e not

necessarily i nconsistent wthWgner, the Arnstrong deci sion at | east

i ndi cates that strict adherence to an incone tax definition of i ncome
isnot required whenit wouldleadtoillogical results at odds with
t he statutory purpose of Chapter 12. See ln re Snider: Arnstrong

cited as authority for nodi fyi ng gross i ncone test of Wagner; see al so

Inre Smth, 109 B.R 241 (Bankr. WD. Ky. 1989): both Wagner and
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Arnstrong approaches found to be hel pful depending on factual
ci rcumst ances.

The Court, having considered the nature and scope of the 886
exenption for soci al security incone and t he statutory purpose of the
Chapter 12 fam |y farnmer provisions, finds that this case presents a
situationinwhichastrict tax code interpretation of gross incone
leads toill ogical results and shoul d be nodi fi ed. Social security
benefits are paid pursuant to a soci al insurance programfor wage

earners and their dependents ( see Inre Buren, 725 F. 2d 1080 (6th G r.

1984)), and 886 refl ects a policy deci sion that such benefits shoul d be
exenpt fromtaxation to the extent the recipient neets the i ncone
[imtations of that section. Thus, 886 provides special tax treatnent
for social security benefits through an exceptiontothe general tax
code definition of "gross incone,' as "all incone fromwhatever source
derived." 26 U S.C. 861.

Whi | e soci al security benefits are exenpt fromtaxation, they
nevert hel ess constitute real i ncone of the debtors. Social security
income is one of the sources of income that may be considered in
det ermi ni ng whet her a Chapter 13 debtor'sinconeis "sufficiently
stabl e and regul ar” for eligibility under that chapter. Inre Buren,
725 F. 2d at 1082. Social security inconme has al so been cited as a
source of incone to be considered in determ ni ng whet her a Chapter 12
debtor will be abl e to nake al | paynments under his plan as required for

confirmation (11 U. S. C. 81225(a)(6)). Seelnre Hoskins, 74B R 51

(Bankr. C.D. Ill. 1987): Chapter 12 debtor, |i ke Chapter 13 debt or,

may use vari ous sources of incone including social security paynents to
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fund pl an. Indeed, inthe present case, the debtors' social security
di sability i ncone woul d undoubt edly be afactor indetermningtheir
ability to make pl an paynents under a proposed plan. Thus, common
sense dictates that this inconme be consi dered as an aspect of gross
income indetermningthe debtors' eligibility for Chapter 12 reli ef
notw t hstandi ng the general rule enunciated in Wagner.

The Court has found no case addressi ng the i ssue of incl usion of
t ax- exenpt social security incone incalculatingadebtor's gross
i ncome for qualificationas afam |y farmer under §8101(18). In at
| east a fewof the reported cases, courts have, wi thout di scussion,
consi dered soci al security incone as part of the debtors' total incone

for purposes of 8101(18). See In re Voel ker, 123 B.R 749 (Bankr. E. D

M ch. 1990); Inre Easton, 79 B.R 836 (Bankr. N.D. la. 1987), aff'd

883 F.2d 630 (8th Cir. 1989); see alsolnre Tart, 73 B. R 78 (Bankr.

E.D. N.C. 1987). Inthe anal ogous situation of nontaxabl e agri cul tural
subsi dy paynments, the court inlnre Way, 120 B.R 81 (Bankr. S.D. Tex.
1990), rul ed that al though the debtor was al |l owed t o excl ude t hese
payments from taxable income for the year in question, they
nevert hel ess should be included in the debtor's gross incone in
determning hiseligibility for Chapter 12 relief. TheWy court noted
t hat the 50 percent thresholdtest of §101(18) was added to prevent
hi gh i nconme, | ownon-farmdebt tax shelter i nvestors fromqualifying
for Chapter 12 relief and that cases fol |l owi ngWagner dealt with the
need to focus on gross inconme wthout any business or item zed
deductions used to arrive at adj usted gross or taxabl e i ncone results.

The court acknow edged t he virtues of the tax code approach of Wagner ,
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but found that a strict application of that test was i nappropriatein
t he case of actual i nconme excl uded fromthe definition of gross incone
only under special tax provisions.

The excl usi on of social security benefits fromtaxabl e income
here, li ke the exclusion for agricul tural subsidy paynments i n Wy,
represents a special tax provision that bears no relation to the
pur pose of Chapter 12to providerelief tofamly farnmersin need of
financial rehabilitation. Wile the incone test of 8101(18) is

admttedly arbitrary at best ( see Wagner ), determ nation of the extent

to which a debtor's incone is derived fromfarm ng should not be
obscured further by the exclusion of actual income pursuant to 886.
The Court notes that under the 886 formnul a, the characterization
of social security benefits as gross i ncone depends on a conpari son
wi th the taxpayer's ot her i ncone and whet her or not this income exceeds
t he speci fi ed base anount of that section. Thus, to use an extrene
exanmple, if the debtors here had received farminconme of $30, 000,
nonfarmi ncome of $15, 000, and soci al security benefits of $60, 000,
t hey woul d have had gross t axabl e i nconme of $66, 500, renderi ng t hem
i neligi bl eunder the 50 percent test of 8101(18) for relief as famly
farners.® Surely the debtors' proportionately small er i ncome does not

make t hemany nore famly farnmers thaninthis exanple. The famly

SUnder this exanple (arrived at by tripling the anobunts at issue
in this case), the sumof the debtors' nodified adjusted gross incone
($45, 000) and one-half of the social security benefits ($30, 000)
woul d be $75, 000, which would exceed the base amount of $32, 000 by
$43, 000. The anount of social security benefits included in gross
i ncome woul d be one-half of this excess or $21,500, meking the
debtors' total gross income $66, 500.

10



farmer test of 8101(18) is a percentage test and shoul d not be af fect ed
by the relative size of a debtor's incone. Thus, the special tax
provi sion of 886 is inappropriateto determne gross incone here, asit
is inconsistent with the evident objective of §101(18).

The Court finds that the debtors' social security disability
i nconme of $20, 440 shoul d be i ncluded as part of their total gross
income for 1990 indetermningtheir qualificationas famly farners
under 8101(18). Thisrulingreflects the pragmati c approach of the
Seventh Grcuit's Arnmstrong deci si on and avoi ds the sort of "ill ogi cal
undesi red, and unnecessary results" eschewed by that court in defining
who may be a farner. Arnstrong, 812 F. 2d at 1027. Wil e t hi s out cone
is seem ngly contrary toWagner, the Court notes that neither Wagner
nor subsequent deci sions applying a strict tax code approach were
concerned with fact situations in which actual i ncone was excl uded from
consi deration as gross i ncone as aresult of tax policy renderingit

freefromtaxation.® Cf. Inre Bergmann: proceeds fromgrain produced

in 1986 but soldin 1987 coul d not be counted as farmi ncone i n 1986;

In re Nel son: damages settl ement received i n 1985 but not shown on

debtors' tax return that year coul d not be included as gross farm
i ncone for 1985. Based onthis Court's ruling, the debtors woul d fail

to neet the 50 percent threshold requirement for Chapter 12 relief.

The social security incone at issue here is anal ogous to the
muni ci pal bond income referred to in Wagner. That court
"acknowl edged the force" of the argunent that the tax code definition
of gross incone was inappropriate to such incone but was not required
torule on its status as gross inconme under the facts of that case.
See Wagner, 808 F.2d at 546, 548.
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The debtors nake a further argunment that the debt forgiveness

realized by themin 1990 constitutes gross i ncone for purposes of
8101(18) and that thisinconeis properly classifiedas farminconme
because t he i ndebt edness arose out of their farm ng operati ons.
The Bank accepts the debtors' characterization of the debt forgi veness
as i nconme, but asserts that the debt forgiveness, |ike the cashrental
arrangenent in Arnstrong, exposed the debtors to none of the risks
associated with farm ng and constitutes nonfarmincone. |f the debtors
are correct that the $30, 513 amount of debt forgi veness constitutes
farmincone, they woul d qual i fy under the 50 percent test of §101(18)
notw t hstandi ng the Court's ruling that social security inconeis
i ncl udabl e as gross incone.”’

The Court di sagrees with the parties' assunptionthat the debt
forgi veness realized by t he debtors shortly before filing bankruptcy
constitutes gross inconeto be consideredinthe famly farmer test of
8101(18). While "income fromdi scharge of i ndebt edness” i s one of the
enunerated itens of i ncome containedinthe tax code definition of
gross i nconme (see 26 U. S. C. 861(a)(12)), debt forgiveness inconeis
excl uded fromgross i ncone i f t he di scharge occurred i n a bankr upt cy
proceedi ng or when the taxpayer was insolvent. See 26 U S.C
8108(a)(1). Insuch acase, the anount of debt forgivenessis instead
applied to reduce "tax attributes" of the taxpayer such as net

operating losses incurredinthe year of discharge or carried over from

‘Under the debtors' argunent, they would have $40,977 in farm
i ncome ($30,513 debt forgiveness and $10, 464 other farmincone) and
total gross income of $67,189 (using the actual figures shown on
their pro forma tax return--see footnote 3).
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prior years. See 26 U.S.C. 8108(b); see generally United States v.

Centenni al Savings Bank FSB, U S. , 111 S (. 1512, 113 L. Ed. 2d 608

(1991) .8

The debt forgi veness here occurred i n Novenber 1990, four nont hs
prior tothe debtors' bankruptcy filing. Wileit is unclear whether
t he debtors werein fact "insolvent"” at that ti ne as havi ng an "excess
of liabilities over the fair market val ue of assets"” (see 26 U. S. C

§108(d)(3)), the pro forma tax return submitted by the debtors

8Section 108 provides in relevant part:

(a) Exclusion fromgross incone.

(1) In general. G oss inconme does not
i nclude any anount which (but for this
subsection) would be includible in gross incone
by reason of the discharge (in whole or in
part) of indebtedness of the taxpayer if--

(A) the discharge occurs in atitle 11
case, [or]

(B) the discharge occurs when the
t axpayer is insolvent[.]

(b) Reduction of tax attributes.

In general. The ampunt excluded from
gross inconme under subparagraph (A) [or]
(B) subsection (a)(1) shall be applied to
reduce the tax attributes of the taxpayer
as provided in paragraph (2).

(2) Tax attributes affected; order of
reduction. [T]he reduction referred to in
paragraph (1) shall be nade in the follow ng
tax attributes in the foll ow ng order:

(A) NOL. Any net operating |oss for the
t axabl e year of the discharge, and any net
operating |loss carryover to such taxable year.

11 U. S.C. 8108.
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i ndi cates that the anount of debt forgiven was i ndeed appliedto reduce
t he debtors' net operating | oss carryforward as provi ded in 8108(b).
See 26 U. S. C. 8108(b)(2)(A). Debt forgiveness inconme qualifyingfor
such treat ment under 8108 i s, by definition, excluded fromgross i ncome
under the tax code. Thus, the debtors' own treatnment of the debt
forgi veness belies their argunent that it constitutes gross incone
under a tax code definition of that term

The Court finds that the $30,513 in debt forgi veness realizedin
Novenber 1990 shoul d not be counted as gross i ncone i n determ ningthe
debtors' eligibility asfamly farnmers. Unlikethe social security or
muni ci pal bond i ncone di scussed above, whichis actual i ncome t hough
exenpt fromtaxati on, debt forgiveness is an accounting entry which
affectsonly theliability side of adebtor's bal ance sheet and creat es
no new funds. The debt forgiveness here nmerely i nproved t he debtors’
bal ance sheet by reduci ng the extent of their i ndebt edness, and it
cannot be characterized as i ncome under either atax code or conmon

sense approach. Cf. Inre Rott, 73 B.R 366 (Bankr. N. Dak. 1987):

debt forgiveness, evenif incone for tax purposes, does not constitute

gross i ncome under 8101(18) because no cash was received; but cf. In

re Vernon, 101 B.R 87 (Bankr. E.D. M. 1989): forgiveness of

commodities | oan treated as i ncone fromsal e of crop and decl ared as

i ncone inyear of default constituted farminconme under §101(18). The

Court, accordingly, rejects the debtors' contenti on that this debt

forgi veness brings themw thin the 50 percent threshold of §101(18).
For the reasons stated, the Bank's notion to di sm ss shoul d be

granted. See written order.
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/sl Kenneth J. Meyers
U. S. BANKRUPTCY JUDGE

ENTERED: August 12, 1991
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